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REASONS FOR OPTIMISM: WHY INVESTORS SHOULD BELIEVE IN THE U.S. ECONOMY AGAIN

During a recent event hosted by Fragasso Financial Advisors, Burt
White, chief investment officer with Fragasso’s broker-dealer LPL
Financial, masterfully delivered an informative and entertaining
presentation called Case for Optimism. Burt pointed out that investors
are at the confluence of a number of positive forces within the U.S.
economy, including cheaper energy costs due to fracking extraction
technologies and a competitive labor force that is spurring a
manufacturing renaissance within our borders.
The effects of the Great Recession of 2008 remain vivid in everyone’s
minds. The modern investor rightfully approaches any positive
momentum with caution and questions. So when Burt opened his
presentation with enthusiasm for the economy, many in the audience
were skeptical if not intrigued. Burt, myself and Bob Fragasso,
chairman and CEO of Fragasso Financial Advisors, fielded numerous
questions from attendees, many more than we could address within
the time constraints of the event. We selected questions from that
pool that represented the topics attendees wanted to know more
about. I wrote this white paper to answer those questions.

Andrei Voicu, CFP®, AIF®
Chief Investment Officer

At Fragasso, we always strive to provide our clients with the most
timely and significant thought leadership on issues that matter. We
thank our clients for their continued trust in our services. If you are
reading this and you are not a client, contact us to learn more about
how we can work with you to achieve your financial goals.
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REASONS FOR OPTIMISM: GLOBAL VIEW

Q
A

Q
A

How does the situation in Ukraine affect the 		
economy and markets?

Global Equity Market Correlations1
Rolling 1-year correlations, 30 countries

Historically, the impact of geopolitical conflicts on markets tends to be short lived and
limited in scope. Russian equities have come under pressure this year, but this seems
more a result of a significant drop in oil prices (Russia’s main revenue source) than the
Ukrainian conflict or sanctions associated with it.

Is it still a good idea to invest in international
markets?
International markets represent half of the world’s investment opportunities by market
capitalization and 80 percent of the world’s economy. (See weights in MSCI All Country
World Index chart below.)

Weights in MSCI All Country World Index1
% global market capitalization, float adjusted

Emerging Market Countries2

While the U.S. economy is currently performing better than the rest of the developed
world, equity markets may have already discounted a good portion of that differential.
Historically, U.S. and international equities have taken turns outperforming each other.
Because U.S. and international equities do not correlate perfectly, investors may benefit
from lower risk by holding both over time.
Most recently, U.S. stocks have outperformed international equities for two years
in a row. This recent outperformance has left U.S. equities expensive relative to
international equities by most metrics.
1 -Source: Standard & Poor’s, MSCI, FactSet, J.P. Morgan Asset Management. All return values are MSCI Gross Index (official) data. Chart is for illustrative purposes only. Past performance is not indicative of future results. Countries included in global correlations include Argentina,
South Africa, Japan, UK, Canada, France, Germany, Italy, Australia, Austria, Brazil, China, Colombia, Denmark, Finland, Hong Kong, India, Malaysia, Mexico, Netherlands, New Zealand, Peru,Philippines, Portugal, Korea, Spain, Taiwan, Thailand, Turkey, United States. Guide to the
Markets – U.S. Data as of 9/30/14.
2 - Source: MSCI, FactSet, J.P. Morgan Asset Management. Note: Each valuation index shows an equally weighted composite of four metrics: price to forward earnings (Fwd. P/E), price to current book (P/B), price to last 12 months’ cash flow (P/CF) and price to last 12 months’
dividends. Results are then normalized using means and average variability over the last 10 years. The gray bars represent one standard deviation in variability relative to that of the MSCI All Country World Index (ACWI). Guide to the Markets – U.S. Data are as of 9/30/14.
Price to forward earnings is a measure of the price-to-earnings ratio (P/E) using forecasted earnings. Price to book value compares a stock’s market value to its book value. Price to cash flow is a measure of the market’s expectations of a firm’s future financial health. Price to dividends
is the ratio of the price of a share on a stock to the previous year used as a measure of a company’s potential as an exchange dividends per share paid in the year, company’s investment.
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REASONS FOR OPTIMISM: GOVERNMENT AND ECONOMY

Q
A

How does U.S. national debt impact economic
growth?
High levels of national debt tend to negatively impact economic growth because
resources need to be redirected towards servicing that debt. What constitutes high debt
levels remains a matter of debate.

Q

A

The rigorous empirical research performed by Carmen Reinhart and Kenneth Rogoff,
the authors of “This Time Is Different,” was used to promote austerity economic policies
in Europe. The results of austerity policies were less than encouraging as they also
slowed down the economy.
National debt should be viewed in terms relative to the size of the economy and the
country’s ability to service it. The United States has a privileged status of having the
world’s reserve currency, a factor that contributed to other nations’ willingness to hold
U.S. Treasury bonds. This privileged status combined with very low interest rates and
the Federal Reserve’s bond buying program meant that the U.S. was able to finance its
debt cheaply.

Q
A

Q

A

It is always challenging to strike the right balance between protection against abusive
practices and broad based credit availability. The CFPB’s complex rules may have
unintended consequences that are difficult to predict in detail.
Recently, the housing market has been one of the primary drivers of U.S. economic
recovery. Inventories of unsold homes have been falling fast, new home sales are
performing well and housing starts appear to be on an upward trajectory. Home prices
are very affordable by historical standards. However, credit conditions remain tight and
we do not anticipate the CFPB rules will loosen them.

Q
A

How does the U.S. immigration policy affect
economic growth?

How do we afford to educate our new job seekers?
Examples of sound educational systems that serve the economic needs of society
exist. Successfully implementing such a system at the local level is often dependent
upon a difficult political process. Ultimately, we should take control of our own destiny. It
is imperative that parents begin planning for their children’s educations early.
A financial advisor can help you determine the level at which you want to fund your
child’s education and then the steps you will need to take and the tools you can use to
help you get there.

As the Baby Boom generation retires, the U.S. will begin to face a demographic
imbalance. Japan has experienced many years of economic stagnation when faced
with an aging population and a relatively closed labor market. To avoid a similar
economic outcome in the U.S., a well thought out immigration policy for skilled labor
may be a key part of the solution in the years ahead.

Q

The biggest problem in our economy according to
many experts is the shrinking of the middle class.
How do your projections take that into account?

A

Consumer spending makes up more than 70 percent of the U.S. gross domestic
product. The middle class accounts for most of that spending. If income and wealth
distribution becomes more polarized over time and the middle class is squeezed, the
entire economic pie may ultimately shrink.

What effect will the Consumer Financial Protection
Bureau (CFPB) have on the economy and the
mortgage market?

How do you come up with the low cost in labor cost
chart – are you relying on productivity adjusted?
Explain how it has quadrupled.
Labor productivity in the U.S. has considerably increased after the financial crisis
as wages remained stagnant but production increased. In China, the reverse has
occurred: production has slowed, while wages have risen. As a result, productivityadjusted labor cost differentials between China and the United States have diminished
considerably. To see the chart referenced, please view the video of Burt’s presentation
at www.fragassoadvisors.com/burtwhite.

While in the short term markets may not be affected by this trend, we use relatively
conservative growth projections for long-term financial planning purposes.
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REASONS FOR OPTIMISM: ENERGY AND MANUFACTURING

Q

How is Fragasso Financial Advisors taking advantage
of the energy / manufacturing renaissance?
In appropriate portfolios, Fragasso Financial Advisors has reserved a position dedicated
to small- and mid-size U.S. domiciled manufacturing companies. The energy and
manufacturing themes are also reflected in other investment positions related to global
infrastructure, which represent the “picks and shovels” of the industry.

A

However, in order to control risk, these positions are limited in scope and broad
diversification remains the cornerstone of our investment philosophy. The main
beneficiaries of the energy and manufacturing renaissance may actually be in other
sectors. For example, the increase in oil and gas supply has reduced the price of
energy, which hurt the stocks of many energy companies but helped other areas such
as the consumer sector.

“Over the next 50 years, China will have fewer
working adults than they did [previously]….
That means there’s not enough people to do the
manufacturing in China. And those people that
are there will need to be paid more, which means
that 5 percent less that we paid to go to China goes
away. It’s a humongous opportunity.”

Q

How are tumbling oil prices going to affect my
portfolio?

A

Lower oil prices have put pressure on energy stocks but have benefited consumer
stocks. As portfolios are individually tailored based on client-specific circumstances, the
net effect of declining oil prices varies.

Q

A

What should we do about the next congress, which
will likely vote for the Keystone XL pipeline that
could pollute the environment?
The Keystone XL pipeline project is subject to Congressional approval because it
crosses national borders. Over 23,000 miles of other planned pipelines within the
United States require no such approval.
According to energy industry experts at Jennison Associates, a Prudential investment
management firm on which Fragasso has recently conducted due diligence, the
Keystone XL project is mainly used as a political bargaining chip. The pipeline has little
economic relevance under current market conditions. The heavy crude the pipeline is
supposed to transport from the Alberta tar sands costs more to extract than U.S.- based
shale oil.

—Burt White

Q

A

Do you see headwinds in future growth of the
energy/manufacturing sector with global warming
policies?
Economic growth and policies designed to curb global warming may not be
incompatible. Such policies may foster innovation in both the manufacturing and energy
sector. However, any changes from the status quo are likely to be gradual and relatively
slow due to differences in the state of development of the world’s largest economies
and a difficult political process. The November 2014 U.N. climate change conference
resulted in an agreement for the U.S. to cut its carbon emissions by 26 to 28 percent
below 2005 levels by 2025, while China pledged its emissions will peak by 2030.
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ABOUT LPL FINANCIAL

About Burt White

Q

How does Fragasso Financial Advisors use LPL
Financial resources to manage our money?

A

Fragasso Financial Advisors manages all client assets in house through a dedicated
team of investment professionals. LPL’s primary role is to hold custody of assets,
provide tax reporting, third-party audited monthly statements, process trades and
account paperwork for clients. LPL also provides investment research, but it is only
one of the several sources of unbiased, independent research on which we rely.

Q

Where is LPL located?

A

LPL has three different locations (Boston, San Diego and Charlotte) to help ensure
continuous service under any circumstances.

Burt White is a managing director and
serves as LPL Financial’s chief investment
officer. Burt’s primary role is to provide
strategic investment guidance for LPL
Financial and oversee the endeavors of the
Research Department. His role includes
setting the vision and assuring integrity
for the firm’s pursuit of conflict-free,
objective investment advice. He directs
a team of more than 20 analysts and
investment professionals providing indepth research on the global economy and markets, portfolio
optimization, mutual funds, separate accounts, fixed income,
and alternative investments.
Prior to joining LPL Financial, Burt served as a managing
director and director of research for Wachovia Securities for
10 years. Prior to that assignment, Burt provided investment
advice to institutional clients through his role as an investment
analyst for Mercer Investment Consulting. Burt started his
career on the buy-side of the business as a research analyst
for Thompson, Siegel and Walmsley, a value-oriented asset
manager based in Richmond, Virginia.
Burt received his BBA from the College of William and Mary.
He has been with LPL Financial since November 2007.

The full Burt White presentation is available on our website at fragassoadvisors.com/burtwhite.
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